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Capital Market Reaction 

Stock Prices 

Before UBS After UBS 
Warburg Report Warburg Report 

‘ (081 19/02) (OS/ 23 / 0 2) Percent Change 

SBC $29.87 $26.30 (12.0)0/0 

AT&T $10.76 $12.22 13.6% 

“We believe SBC has the most attractive region for UNE-P providers. 
SBC takes the hardest hit for each retail line lost to UNE-P competitors ... 
SBC has lost more retail lines to UNE-P than any other Bell, at  3.45 
million. .. [and we] expect SBC to lose 1 million retail lines to UNE-P 
in the third quarter of 2002.” 

- UBS Warbura 
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Impacts 
Reduced Service Quality 
Reduced Ability to Provide Service to all 
Customers 

No Incentive To Invest in Networks 

Eli mi nated Jobs 

Slower Deployment of New Services 

Increased Cost of Capital 

Weakened Equipment Suppliers 

24 



Next Steps 
Current regulatory regime regarding UNE-P 
and pricing is unsustainable 

Turmoil in industry calls for quick and decisive 
action 

As long as we have carrier of last resort 
obligations, prices must be set to recover our 
costs 

There are many ways to solve this problem, but 
time is extremely short. Whatever direction 
the FCC moves, it must be effective in a very 
short period of time 
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August 20,2002 Telecommunications--Wireline United States 

SBC Communications, Inc. (sBC)[2,37,801 Hold 

Key Statistics 

PUC* 

52-Wk Range 
P r m  Target 
Ret"," POl'l. 
MM. CaplMM) 
Sh. OuL(MM) 
Floal 
InsL Hldgr. 
Avg. Volume(K) 
Curr.DIv.Nltld 
Sec.GrWlh.Ra1e 
Conwdible? 

525 8 i  

SL7 23 
530 M 

4 Pi 
SOC 321 
3 325 1 

1 m:r 
4700. 
8 603 

301 

hi0 

s i  ca364. 

John nodulik. CFA 
r1~212-113 4226 

iom hWult#BubS* corn 

Batya L e a .  Ai roci i l t  Analyst 

t ' 2: 2~71.1 8824 

b a w  levi@ubse corn 

Robert Hopper, Arroc~aie Analyst 

t 3 1 2 - 7 1 3  9266 

rooen hoppereubsu corn 

Quarterly Earnings Per Share (fiscal year ends December) 
200161 M02E PWV 2W3E +l  

1 0  50 51 50 51A 

20 

40 0 64 0 6' 

Year 

P I E  12 7r 12.h: 13 31 
Reua.(MM): $45 908 $43 325 542.306 

0 E: C 6 ' A  - 
30 0 59 0 58 

FC Ccnr.: 52 35 $2 3c 52 36 
5235 5231 12.25 $2.36 

- 
Companies mentioned and disclosures at end of note 

1 -  a63l:~o- 10 the LIES Warburg web site. wm.ubrwarburg.comlresearchweb. sur research produc16 are available over thlrd-pa? syrlemr piav~ded or sewl~ed  by 

Bloanberg Fir61 Call I 3 %  !CIS Muller GUICK and ReUtes UBS Warburg is a business group of UEs AG 

- - -  __ - - - -.I- - -- ----------_._- 
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We expect line 105s io lo ramp up in SBC terntor? in the second half of 2002 and beliere the. cornpan! \+ill low 
approximatel) 1 million lines the i i n c  lw  111 the 
second quaria occurred In the month of june. Considering the sleep p w t h  ulthin the second quarter and .ATGT's e m )  into 
the Ohio and l l ~ l n o i s  markers In mid.June and Cdifomi3 markel In earl! .4UpUst. our n u m k r s  could p rn \c  c O n S ~ r \ a t l \ ~  
with another I 2 million LXE.p line projecrd for thc fourth quarter. we no\\ ~ X p S c l  residential Iinc loss of I) 15 md 12.65 i n  

the thlrd and fourth qwrer.  respecrive]!. This a]so sugscsr j  rhai b j  !e31 end. 105 of toial s u m h e d  JCCC,, l ine\ \ \ i l l  hr. L'SE- 
P. Again. we note that OUT analysls suggests that wholes3le lines generate neg3u\c EBITD.4 on 3 \\eiyhted 3\<13fe  h3si) In 

l luch depends on the company's ability to secure long distance approyal in California in the near term which should 
darnpen (hut h! n n  means eliminate) line loss helping to offset much of the re lenue  loss. siniilx io h e  I C S U I I S  in 2 - 1 ~  
apprmed Southwestern Bell states. The A d m l n l s u 3 t i ~ e  L a u  Judge I-ZUI in California has appro\ed the c o n i p a n . 5  
3pplicatron and ihe fu l l  puhlrc uu11t)- commrsslon to I S  e2pected io vote on Scplember 19*. a short del3? i roi i i  the recentl? 
proposd  d d t c  of August 22"'. A p o s i t l \ e  oU[Comc tor thc Bell could en3blc SBC to k f i n  marketing inisrL.4T.A smites in 
California in laic December. Ameritech is a different stor? houever.  as we d o  not expect the compan! to rccei\c appro\al  ior 
long d i s w n x  in these swtes until the second half of 2oOi  

Estimates and valuation 

Based on chanses fn our model resuldng from this analysis. we arc reducing our 2003 EPS estimarc to 52  21 troni our ~ I L I V I O U S  

estini3tr of 52.36. while rnaintaining our 2002 EPS estunate at $2.31 This uanslates to a 2.3% deciine in  EPS in 2003 \ e rsus  
our pie\tous esiimaic for 2 1 %  gowth. I t  compares unfa\orabl! uith the I .8% EPS decline we continue to expect for 2002 
Vie no\\ expeci iowl proportionate rwenues  io decline b! I 3% in 200.7 following the -3.9% du-line in 2001 Ow pre\ious 
estiinarc mils >uggesitng a 1.1% prouih in re\enues \\e nou espcct EBlTDA to decline h! 1.9% \c isus  our p r e ~ i o u s  
as5umptinrr ior a 0 5% pouih in 2003 

SJ3C 15 ~ ~ n e n t l !  trading ai rouphl! 1 3 . 3 ~  our nehzsi imates  fool 200.3 Gnen that u e  do  not expect the coinpan! to feneraie 
cno,oyh f i o u i h  io  reach i t s  2001 EPS of S2.35 until 2006. UT h e h e  i i  wil l  tx difficult fni the cornpan) to oiitpxform the 

these levels Ln calculating nut neu 12-month price target of 5-30 pel share. we conducted a discounted cash flou 
anal!cls emplo!in_r 3 7 5  discouni rate. a terminal Xaluc that a s w n e s  2 5 %  perpetuii! g roulh  and 3 20% pr1~31e market 
di%-ount 

l : s ~ . p  in the third quarter. Vie  k l i e \ e  that rouphl) half 

ekpect the company io lose .i 41 mlulon lines. up from .I25 million for dl n f ? 0 0 ?  
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Global rating definitions and allocation 

0,- of companies under c o  for which 16 s e n w s  
Rating Definition coverage with this rating have been Proviaed 

1 2 0 :  jS', Strong BUY Greater than 20% excess return potential. high Degree 01 confioence 
3 0 o c  S 8 ' C  BliV Positive excess return potential 
44cc  2e:c Hold Low excess return potential: low degree of confidence 

3': 2 2 c c  Reduce Negative excess return potenhal 
1.: Sell Greater than 20°;b negative excess return potential: high degree of 1 C ,  > c  

confidence 
Excess return' Target price, current price - 1 - gross dividend yield - 12-month interest rate. The 12- month mterest rate used is that oi the 
cornpanvs country 01 incorporation. in the same currency as the predicted return. 
'Investment banking services include. but are not restricted to, acting as managerico-manager in the undewriting or placement of SKUritieS 
(within the past three years), acting as financial advisor. and'or providing corporate finance or capital-markets-related SeNiCeS to a company 
or one of its affiliates or subsidianes (within the past 12 months). 
Source: UBS AG, its subsidiaries and affiliates: as 01 30 June 2002. 
2.  UBS AG, its affiliates or subsidiaries has acted as managerko-manager in the underwriting or placement of securibes 01 this company or 
one of its affiliates within the past three years. 
17 Wrthrn the Dast 12 months, UBS AG. its affiliates or subsidiaries has received compensation for investment banking services from this 
company 
60 UBS AG its aniliates or subsidiaries expect to receive or intend to seek compensation lor investment banking services from this 
company w h i n  the next three months 

Unless othewise indicated. please reler to the Valuation and Risk sections contained Whin the body 01 this report. 
For a complete set of disclosure statements a s s w t e d  with the companies discussed in lhis report, including inlormation on valuation and 
risk. please contact UES Warburg LLC. 1265 Avenue of Americas. New York. New York. 10019. Attention: Publishing Administration. 

UES Warburg LLC. 1285 Avenue 01 the Americas. New York. NY 10019 Phone: rl-212-713-2000 

__ '- ----- ---- - -  I- - -__ - 





0 Downgrading BellSouth, SBC and Verizon to Hold from Buy 
1 

- Analysis of UNE-P economics suggests pressure on profitability for the Bells 

- We now expect earnings to decline 1.8% vs. prev. expectation for 2.6% growth 
(Street estimates are for 2-5% growth ), 

- We expect long-term FCF growth of  2-3% vs prev. expectation for 3-4% growth 
c + Lowering Price Targets 

- New price targets based on our reduced FCF estimates in our DCF analyses: 

- BellSouth: 826 (previously $28); 

- SBC: $30 (previously 836); 

- Verizon: 834 (previously $50) 

c We Expect Market Performance Over the Next 12 Months 
- Attractive dividend yields should limit downside 

John Hodulik. CFA 
(2 12) 7 13-4226, john,hodulik@ubsw.com 
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2002 
Old New $change %Change 

Witelme Revenue 18 421 18312 -109 -0 6% 
Total Revenue 29009 28900 -109 0 4% 
EBITDA 12 837 12784 3 3  -0 4% 

EPS $2 14 $2 09 ($005) 2 3% 

Ne1 lncotne 4 0 3 5  3924 -111 -2  7% 

J 

BellSouth 

2003 
Old New $change %Change 

18,731 17,993 -738 ~3 9% 
29,582 28,842 ~ 7 4 0  ~2 5% 

13 120 12,761 -359 -2 7 %  

4,217 3.836 XUl -9 0% 

$2  18 ', $202, ($0 16) ~ 7 3 %  

% growth 
Old New 

1 7% -1 7% 
2 0% 4 2% 
2 2% -0 2% 
4 5% ~2 2"l" 

.. . . 
1 ' T  9% ~ 3 3 %  1 
- -. . . .  

SBC 
2002 2003 % growth 

Old New $change %Change Old New $change %Change Old New 
Witelitie Revenue 38 768 38 601 ~ 1 6 7  4 4% 38,884 37487 .1 402 ~3 6"10 0 3% ~7 9"/" 
To:al Reveriue 5 2  372 52705 -167 4 3% 52,931 51 535 1402 ~2 6% 1 1 % ~1 3% 
EBITDA 1 '377  71 357 -20 -0 10% 21,479 20958 3 2 1  -2 4% 0 5% 1 Y% 
Net I t i som 7 7 2 8  1 715 -13 -0 2"" 7.81 1 7.462 J 4 9  -1 5"% 11% -3 3% 

EPS $1 11 $ 2  31 i$nooj  -0 2"" $236 $2253 ($011) ~4 5% 

Verizon 

Old New $change %Change Old New $change %Change Old New 
2002 2003 %growth 

15 0 0% 39655 39 136 519 1 3 %  3 1% 4 3% Wireline R?venbe 40 912 40 897 
0 0% 67.092 66,575 -518 -0 8% 0 5% a 2 ~ "  

-277 -1 0% 28.836 28 160 -676 -2 3% -0 7n% ~2 1% 
-182 -2 2% 8,587 ,8 130 ~ 4 5 7  -5 3X 3 1 x 0 2% 

Total Revenue 6 6 7 3 7  66722 -15 

EBITDA 29,049 28,772 
N e t  Income 8,332 8.150 

n 7 w  j E P S  $305 $298 1$007) - 2  2% $3 12 ! $296) ($0 161 3 1% j 73% 
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8 Unbundled Network Elements (UNE) 
- The individual parts of the local telephone network (7 elements including: local 

John Hodulik, CFA 
(212) 71 3-4226, john.tiodulik@ubrw corn 
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Direclory 
Assistance 

Call-Relaled SS7 Signaling 
Dalabases Network 

3 

I NO longer included Tandem 
Swilch Interoffice 

Transmission 
Local Swilch 

Local Loop 

Network lnlerlacp Device (NID) 

UNE End-User 

John Hodulik. CFA 
(212) 713~4226,  john hodulik@ubrw corn 
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6 UNE-P Competition Has Intensified in Recent Months ... 
- MCl's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines) 

- AT&T (recently entered 3 SBC states (24M residential lines]; plans t o  enter NJ 
[4.5M residential lines] in Sept 2002) 

- Other operators 
a 

- Sprint i s  considering this strategy; others include Z-Tel, Talk America, and 
SupraTelecom (which added 12OK UNE-P lines in FL in 2Q02) 

Q Due to More Favorable Economics of UNE-P for Competitors 
- Public Utility Commissions continue to set lower rates 

- Recent reductions in California, New York, New Jersey, Pennsylvania 

(. Second Quarter Results Revealed the Bells' Exposure 
- Over 1.1 million retail lines converted to wholesale through UNE-P in 2Q 

- 

- 

- 

SBC: 692K added vs. 358K in 1Q02; 

BellSouth: 278K added, vs 239K in 1Q02; 

Verizon: 110K added vs. 64K in 1Q02 

John Hodulik. CFA 
(212) 713-4226. john.hodulik@ubrw rom 
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John Hodulik. CFA 
(212) 713~4226, john.hodulik@ubsw tom 
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+ Economics of UNE-P are Worse than We Originally Expected 
- UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of 

US residential lines) 

~ SBC’s Arneritech region i s  the most attractive for UNE-P competitors 

+ UNE-P Line Growth Will Be Greater than the Market Expects 
r. 

~ UNE-P lines can be profitable in 33 states, suggesting further entry (82% 
of US residential access lines) 

-- AT&T presents the most significant threat. 

- 

- 

I t s  40% share of  the consumer LD market presents an immediate target 

AT&T sees opportunities in 14-17 states, but announced entry in 8 states. 

- The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration). 

2000a 2001a 2002e 2003e 2004e 2005e 
UNE-P Lines 2,923 5,652 11,152 18,146 22,367 25,136 
UNE-P Penetration 1.7% 3.4% 7 2% 12.2% 15.2% 17.3% 

John Hodulik, CFA 
(212) 713-4226, john hodulik@ubsw corn 
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+ Long Distance Opportunity is  Only a Partial Offset 
- Bells only need to add 1-3 long distance customers for each UNE-P line added to  

breakeven a t  revenue line 

- However, the Bells need to add 5.4 long distance customers for each UNE-P line 
added to  breakeven a t  EBlTDA line 

- UUE-P IS AN EBITDA STORY, NOT A REVENUE STORY 

LD subs 
UNE-P subs 

LD subs I UNE-P subs 

2004e 
19,905 34,524 41,460 45.223 
11,152 18,146 22,367 25,136 

1 .a 1.9 1.9 1 .a 

+ We Do Not Expect Near-Term Regulatory Relief 

John Hodulik, CFA 
(212) 71 3-4226. john.hodulik@ubsw.com 
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i 

+ Anticipate that EPS Will Decline in 2003 for the Bells 
- EPS highly sensitive to growth in UNE-P 

Revenue lost EBITDA lost EPS Impact assuming local line loss of Free Cash flow Impact 
per line 1 mo per line 1 mo 1M 2M 3M 5M i~ 2m JM 5M 

SBC $19 76 51704 $0 04 $0 08 $0 12 $020 $137 $274 $411 $685 
VZ Y 89 15 26 0 04 0 09 0 13 0 22 123 245 368 614 
BLS 18 29 15 65 0 06 0 13 0 19 0 32 126 252 377 629 
a 14 73 11 98 0 05 0 09 0 14 0 24 96 193 289 481 

- We estimate that 8M lines lost translates into $1B OpFCF loss 

Summary 

Poor Economics of UNE-P + Higher UNE-P Line LOSS 
= Lower Profit and EPS for the Bells 

John Hodulik, CFA 
(212) 713-4226, john.hoduIik@ubsw.com 
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UN 13- P Ec o 11 o 1 nic s: C ;I 1 c: i i  1 a I i 11 (r; the 1111 p tic 1 

1) Calculate Revenue Impact Per Line Lost -. 

2) Estimate Average RetdCOGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 

3) Calculate Wholesale EBITDA Contribution 

4) Estimate Future Line Loss in Each State 

John Hodulik, CFA 
(212) 713-4226, john.hodulik@ubsw corn 
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I. 

1) Calculated Revenue Impact Per Line Lost 

.- ~- 

Local sewice revenue = t Basic local 

t Vertical Features 

i AccesdlnlraLATA loll 

+ SIC 
c 

LNP, 911 and other surcharges 

UNE-P revenue = 

Difference = 

+Loop I 
I 

+Local swilchino (fixed 8 variable) i 

Retail Revenue 

_. I  

.,' Wholesale Revenue 
+ Tandem swtching 

I 
4 Transport 

Total revenue lost 
I 

__ 

Source. UES Warburg LLC and company reports 

John Hodulik, CFA 
(212) 713~4226, john.hodulik@ubtw corn 
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LWP Local Swilching Tandem swashing Ylaredtrmrpmi 
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